Discussion of ‘Fiscal Decentralisation
as an Example of Institutional Ineffectiveness’

Discussion by Jan Willem Gunning

I THE CONCEPT OF DECENTRALISATION

Decentralisation is a rather vague term, used to denote quite different con-
cepts: political, administrative, fiscal, and market decentralisation.® While
these concepts overlap, they also differ in major ways. To start with the most
radical of these four concepts, market decentralisation shifts authority and
responsibilities out of the government to the private sector. Typically, under
such privatisation the government retains considerable power as a shareholder
(sometimes with special powers as holder of a ‘golden share’), or as regula-
tor of the private firms providing public services. The central issue with this
type of decentralisation is that the two agents, the government and the private
provider, do not have the same objectives or information. This gives rise to a
principal-agent problem.”

Fiscal decentralisation is in my view best thought of not as a form of decen-
tralisation in its own right, but rather as a necessary complement of the three
other types of decentralisation. After all, whenever central government functions
are shifted to regional or local governments or to private providers, these must
be enabled to fulfil their function. At a minimum, they must have an adequate
source of revenue: local taxes, user charges, or a transfer of central government
revenue.

¢ This section owes much to The Online Sourcebook on Decentralization and Local Development,
notably to the useful taxonomy in the section entitled “What is Decentralization?’. My own
taxonomy is different in two respects: I have classified devolution as a form of political rather
than as a form of administrative decentralisation, and I have demoted fiscal decentralisation
from its independent status, making it a necessary complement to political, administrative, or
market decentralisation.

7 The modern economics literature on regulation is concerned with how, given these two differ-
ences, contracts can best be designed. A good example for developing countries is Laffont (2005).
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Administrative decentralisation transfers authority and responsibility for the
planning, management, and provision of public services to a lower level of gov-
ernment or to a special agency. In its weakest form, deconcentration, authority
and responsibility remain with the central government but are shifted from
civil servants based in, for example, the capital to those based at a regional
centre. In a stronger form, delegation, the central government surrenders some
of its control over planning and execution to an agent that has considerable
autonomy while remaining accountable to the central government.®

Political decentralisation shifts political control over public decision making
to representatives of those directly affected. Typically, control is transferred to
an elected body at a lower level, such as a city council or regional legislature.
(When political decentralisation is far reaching, it is sometimes called devolu-
tion. But the difference is only one of degree: there is no clear boundary.)

II THE RATIONALE FOR DECENTRALISATION

What are the pros and cons of decentralisation? There are at least four differ-
ent rationales, related to scale, externalities, preferences, and rent-seeking.”
First, economies of scale in some aspects of public services provision obviously
favour centralisation. Secondly, decentralisation is problematic if decisions
taken locally have effects outside the jurisdiction. Such externalities will lead to
underprovision if the spillover effects are positive or overprovision in the case
of negative effects. In this case, centralisation to a sufficiently higher level has
the advantage that the externalities are internalised: the effects in other juris-
dictions that would be ignored at the local level are taken into account when
the decision is transferred to a higher level. (The subsidiarity principle implies
that decisions should be taken at the lowest possible level, but not lower. This
in itself is too vague to be helpful, but defining the appropriate level in terms of
externalities gives the concept teeth.)

Thirdly, if preferences are heterogeneous across space, then public services
must be provided in different forms in different locations, and this calls for
at least administrative decentralisation. This is likely to work only if comple-
mented with some form of political decentralisation so that local preferences
can be articulated at the political level and policymakers are held accountable
for the way they respond to those preferences. Decentralisation then has the
advantage that it generates better information on the demand for public ser-
vices and (through political accountability) strong incentives for the public
sector to tailor provision to that demand.

8 The concepts overlap should be clear by now: if, for example, a public service is provided by a
regulated monopolist then this involves privatisation, a form of market decentralisation, but also
delegation, a form of administrative decentralisation.

9 Some of these arguments are mentioned in the theoretical section in the chapter; however, Sec-
tion III adopts a much narrower view of the possible motivations for decentralisation.
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Finally, decentralisation may increase the scope for rent-seeking. Hence, pub-
lic sector functions are sometimes centralised in order to reduce this."® However,
it is important to note that the direction of the effect of decentralisation on
rent-seeking is not clear. Rent-seekers who try to influence decisions at higher
government levels may face more countervailing power there (either from com-
peting rent-seekers or from public sector agents who oppose them) than those
who operate at lower levels. On the other hand, at the local level their actions
may be easier to observe and therefore to resist. The net effect of these two
forces, countervailing power and asymmetric information, is not clear."*

IIT THE REASONS FOR DECENTRALISATION IN TANZANIA

This brief review of the nature and rationale for decentralisation will help to
structure my discussion of this chapter by Likwelile and Assey.

The chapter clearly shows how special the Tanzania case is. Local gov-
ernment was weakened dramatically after the 1967 Arusha Declaration. The
LGAs were revived in the early 1980s but were given remarkably little power:
the central government and the party remained firmly in control. The law
even entitles the central government to do anything that ‘shall facilitate or
secure the effective, efficient, and lawful execution by the District Authorities
of their [...] duties’.

Likwelile and Assey give a clear and very useful account of the evolution of
local government in Tanzania. (This is neatly summarised in Table 6.1.) But
they say very little about the reasons for the various changes they document.
The centralisation in the late 1960s clearly had very little to do with the ratio-
nales I have listed: scale economies, externalities, heterogeneous preferences,
or rent-seeking.'” Instead, it was mainly driven by ideology. The subsequent
decentralisation is more puzzling. Why did it happen? Because donors pressed
for it? Because rent-seekers felt it would give them new opportunities? Because
the leadership believed in it? What then did they think it would achieve? Why
did reforms oscillate between centralisation and decentralisation?

° Centralisation is, of course, not the only option. The history of imperial China offers a famous
example of an alternative response: mandarins were regularly rotated so as to reduce the prob-
ability that they would succumb to corruption at the local level. A relative stranger was appar-
ently considered immune to corruption, at least for some time.

These two effects form the centrepiece of the analysis of the World Development Report 2004,
World Bank (2003).

There is one important exception. The original justification for villagisation was that public
services could be better provided if the scattered rural population was concentrated in vil-
lages. This idea was prominent in many of President Nyerere’s speeches. At least implicitly this
argument appeals to economies of scale in service provision. Voluntary formation of Ujamaa
villages proceeded frustratingly slowly. This eventually led to the forced villagisation of 1974,
which involved considerable violence and created much resentment.
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The chapter is almost silent on these questions. There are very brief references
to the economic crisis of the early 1980s,"? the collapse of public services provi-
sion at that time, and ‘pressure’ from donors. We are not told what the objectives
of the reforms were. Hence, the chapter offers a fascinating factual account of
the reforms, but no political economy analysis of the changing incentives for the
various agents involved, nor an empirical analysis of the results of the reforms.

Reading between the lines, the real story appears to be that the central gov-
ernment, while often describing decentralisation as a way to promote good
governance (perhaps even a panacea), has in fact never fully accepted decen-
tralisation. Its ability and desire to resist in practice what it preached waxed
and waned over time, for reasons that are unfortunately not discussed. As a
result, Tanzania has moved back and forth between centralisation and decen-
tralisation, responsibilities have often been unclear, and fiscal decentralisation
has seldom been in line with political and administrative decentralisation. If
this interpretation is correct, then the incentives for the central government
to push for or to resist decentralisation should be at the centre of the story.
Focusing instead on fiscal decentralisation, as the chapter does, amounts to
studying the symptoms rather than the disease.

IV FISCAL DECENTRALISATION AND
LOCAL REVENUE COLLECTION

At the outset, in Section I, the authors indicate that their focus is ‘on the
administration of local revenue mobilisation given the centrality of financial
resources in empowering local authorities to deliver on their mandate and
improve their performance’. This suggests that to understand decentralisation
and development in Tanzania the key process to study is fiscal decentralisation.

This seems hard to justify, for two reasons. First, as the authors themselves
stress, local authorities do not have the capacity and integrity required for a
successful decentralisation. Therefore, fiscal autonomy may lead to misman-
agement and corruption. Secondly, fiscal decentralisation is a process that
makes political or administrative decentralisation possible. That may lead to
better governance and thereby to better service provision. Whether it actually
did so in Tanzania is an important empirical question, but that question is not
addressed in the chapter.

In Tanzania LGAs are almost exclusively financed through transfers from the
central government: these account for more than 9o per cent of their revenue.'*

3 The chapter refers to the ‘economic crisis’ of the late 1970s and early 1980s. However, in the
late T970s Tanzania benefited hugely from the beverages (coffee and tea) boom (1975-9), the
greatest terms of trade bonanza in the country’s history. That boom enabled the government to
resist the pressure of some donors for radical economic reforms. Reforms were postponed until
the crisis became manifest in the early 1980s (Bevan et al., 1990).

™4 Masaki (2018, Table 1) gives intergovernmental transfers in 2012/13 as 91.47 per cent of total
local government revenue.
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The authorities are allowed to raise their own revenue but usually lack the
capacity to do so."’ Possibly, this heavy reliance on transfers undermines hori-
zontal accountability.™

It is worth stressing that local taxation is neither necessary nor sufficient
for horizontal accountability. It is not necessary since, contrary to what
the chapter suggests, effective accountability can be achieved without fiscal
decentralisation. Reinikka and Svensson (2004) show in a famous study of
the use of government transfers for education in Uganda that posting news
in the village about the transfer was sufficient to trigger a powerful process
whereby villagers held teachers accountable. In this case, accountability was
achieved without any institutional change, simply by empowering people
with information. Similarly, in Tanzania, villagers in Mkenge (Bagamoyo
District) learned in a non-governmental organisation training programme
about their rights. They then proceeded in 2010 to throw out the village
council with a vote of no confidence for failing to account adequately for
public expenditure. Tanzania has also practised an innovative system of vil-
lage meetings in which spending priorities are discussed.'” While local lead-
ers predictably try to capture these meetings, they are often overruled so that
government transfers are spent on, say, education rather than roads. These
examples suggest that the absence of local revenue mobilisation does not
preclude effective accountability.

There is a third point to consider, made by Besley and Persson (2013):
local taxation requires highly qualified staff for assessment, monitoring, and
enforcement.™® This may make fiscal autonomy very costly.

In summary, there is a trade-off to consider, which involves three effects. The
traditional argument is that local taxation will lead to better accountability
and hence to better public services delivery, in line with local preferences. These
benefits have to be weighed against the cost of local taxation, which may be rel-
atively high if economies of scale are important: the Besley and Persson point.
But it may be possible to avoid this trade-off, namely by achieving account-
ability without relying on the scrutiny of expenditure by taxpayers. The village

'S Transfers are usually seen as crowding out local revenue mobilisation (just as aid may under-
mine domestic taxation), but for Tanzania there is some evidence of crowding in Masaki
(2018). I will return to this evidence later.

In the aid effectiveness literature, it is used to explain a negative effect of aid on governance:
aid recipients are accountable to donors rather than to domestic taxpayers. The same reasoning
applies here: if LGAs rely largely on locally raised revenue, then they will be held to account by
the local population rather than by the central government. If preferences are heterogeneous,
this is an important advantage.

This is to be distinguished from the village assemblies, which, while legally supreme, have little
power in practice (REPOA, 2008, p. 27).

Of course, central taxation also requires such staff. Whether economies of scale in taxation
offset the disadvantage of central staff lacking local knowledge is, again, an empirical issue.

-
~
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meetings are one way of doing this."® An optimal policy that takes these three
effects into account clearly cannot be identified without empirical analysis. But
it is important to point out that the desirability of fiscal autonomy — taken for
granted in much of the chapter — is by no means obvious.*°

V INSTITUTIONAL WEAKNESSES

Likwelile and Assey argue that raising local revenue faces several institutional
weaknesses, including discretion, arbitrariness, unpredictability, and incon-
sistencies in decisions by the central government. One of the examples they
discuss is the oscillation between centralisation and decentralisation in the
collection of property taxes. In the pre-2008 phase of decentralised collection,
corruption was rampant. This suggests that centralisation may be needed to
reduce rent-seeking. But the chapter also mentions that in the subsequent cen-
tralised phase, ‘Imperfect information flowing to central operators created
opportunities for corruption’. This leaves the reader with a puzzle: if cor-
ruption, arguably due to different causes, could flourish in both regimes then
what, if any, is the effect of decentralisation on corruption? Apparently, there
is no empirical work on this. Clearly, there is a need for an empirically based
study that compares corruption under decentralisation and centralisation.

VI REFORMS

The chapter’s section on reform (Section VI) is quite brief but lists a whole
series of possible reforms.

First, the authors argue that the fiscal decentralisation agenda should be
revisited so as to develop a set of rules for local and central governments and
ensure predictability. While this is vague, they also take a clear position: given
the poor fiscal capacity of the lower-level governments, ‘it makes sense [...] to
have the central government collect revenues and establish clear legal mecha-
nisms to transfer part of those revenues to LGAs based on recognised resource
endowment, the need in terms of public services to be provided, and a fiscal
capacity-building component’. This is probably the key statement in the chap-
ter, and I will return to it.

Secondly, predictability should be ensured by ‘rationalis[ing] the conduct
of discretionary decisions and actions by the central government’. This sounds
like motherhood and apple pie: it is hard to see how one could disagree.
Predictability is, of course, a good thing, but how the central government’s
scope for discretionary actions should be rationalised is not at all clear. This

' There are many other ways, discussed extensively in the 2004 World Development Report.

2° That dependence on transfers from the central government is denoted as the weakness of ‘over-
dependence’ is revealing. But the authors are not consistent: later in the chapter, they see fiscal
decentralisation as problematic.
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would require a thorough analysis of the pros and cons of centralisation, cul-
minating in a convincing diagnosis of the problem.

Returning to the key statement about the desirability of the reliance on
transfers from the central governments, a few comments are in order. First, this
statement seems somewhat contradictory with the authors’ advocacy elsewhere
in the chapter of the desirability of fiscal autonomy, unless it is understood as
referring to a temporary measure motivated by lacking local capacity. Fiscal
autonomy, of course, requires a drastic reduction in the reliance of the LGAs
on transfers from the central government. Secondly, one reason for their
favouring transfers appears to be the evidence they cite from Masaki (2018)
that transfers crowd in local revenue. There is a technical reason to be some-
what sceptical of this result.” More importantly, while Masaki finds a large
elasticity of crowding in (0.6), given the very low share of local revenue in total
revenue this translates in fact into a very weak effect. Since transfers finance
91.5 per cent of domestic expenditure, an extra government transfer of TZS
1.00 crowds in only about TZS 0.06 of domestic revenue. Therefore, while the
effect is statistically significant, it is in economic terms almost trivial. Thirdly,
the acute need for ‘more tax evaluators and collectors, and greater capacity to
monitor and penalise non-compliance’ are good arguments (following Besley
and Persson, 2013) for relying on central tax collection and transfers to LGAs.
However, and this is my main objection, this does not clinch the case: these dis-
advantages of local fiscal autonomy must, as noted before, be weighed against
the advantage of fiscal autonomy leading to improved accountability, taking
into account the scope for achieving accountability in other ways. Finally,
clearly the status quo cannot continue indefinitely. The authors see, if I under-
stand them correctly, continued heavy reliance on transfers as a temporary
measure.”* Local capacity must be built up (largely financed by these transfers)
so that eventually local revenue can be substituted for transfers. This is sensible
but, as the authors recognise themselves, raises the question of how long this
will take and, crucially, what incentives LGAs have to use the transfers for
such capacity building.

VII CONCLUSION

The experience of decentralisation in Tanzania is of special interest for two rea-
sons. First, the starting position was an extreme one: the central government

*' Masaki (2018) regresses own revenue of local governments (excluding agricultural taxes) on
transfers and uses rainfall as an instrument for central government transfers. The exclusion
restriction is that rainfall should not directly affect own revenue since agricultural taxes have
been excluded. I am not fully convinced by this reasoning: in rural areas the revenue from many
sources will be higher in a good rainy season, not just the revenue from agricultural taxes.
Hence, the exclusion restriction would be violated.

** See the final sentence of the chapter.
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and the party exercised a degree of control that was unique in Africa. Secondly,
the subsequent decentralisation quickly turned into a bewildering oscillation
between more and less central control. That this back-and-forth process was
possible, was in part due, as the chapter rightly stresses, to ambiguities in the
law. In this respect too, Tanzania seems to be a special and instructive case.
The chapter gives an excellent description of this strange Echternach proces-
sion (three steps forward, two steps back). However, we learn what happened,
but not the reason why.

The effects of decentralisation (political, administrative, or fiscal) on wel-
fare, notably through the provision of public services, are the outcomes of a
very complicated process. There are changes in formal power, in the opportu-
nities and incentives for rent-seeking, in corruption, in the scope for holding
officials accountable, and in the information available at different levels of
government. Since there are many opposing effects in this tangled process, the-
ory is of little help to decide on the desirability of centralisation or decentral-
isation. The chapter makes almost no use of evidence. There is some evidence
for Tanzania, but empirical work is an urgent priority. Ideally experimental
methods should be used to estimate the effects of decentralisation. When ran-
domisation is not feasible, comparing outcomes across locations with different
levels of decentralisation can still generate very useful information. Even less
formal evidence can be helpful. Anecdotal evidence, for example on the effects
of decentralisation on corruption or on the circumstances that enable village
meetings to hold officials accountable, can begin to build a body of evidence.

In the absence of firm evidence there is little that can be concluded. Is fiscal
autonomy desirable? Early in the chapter, the authors appear to take this for
granted. However, they later argue that it would lead to corruption and to
poor management because of the weak capacity of LGAs. If this is correct,
should we then consider Tanzania’s incomplete and half-hearted fiscal decen-
tralisation as a blessing in disguise? This seems to be a corollary of the authors’
conclusion that reliance on central government transfers should continue until
the LGAs have built sufficient capacity for raising their own taxes.

Most importantly, the end of the chapter narrowly focuses on the need for
capacity building. The political economy issues, including the incentives for
corruption, are discussed in the earlier parts but slowly disappear over the
horizon.

I have argued that the chapter’s focus on fiscal decentralisation amounts
to studying the symptoms rather than the disease. The central issue is what
incentives the agents involved — the central government, local authorities, and
various groups of rent-seekers — face. These incentives will in part determine
what groups will push for decentralisation or will resist it. Theoretical analysis
cannot take us very far here. An empirically based study that compares the
effects of, and the incentives for, rent-seeking under decentralisation and cen-
tralisation is an urgent priority.
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